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Engagement Is Our Edge
• We believe active managers running concentrated portfolios are well positioned to

explore potentially material ESG risks as well as opportunities and to engage directly
with companies as they arise.

• In the second half of 2019 we engaged on plastic waste, energy transition and executive

remuneration. We also engaged on social issues, such as child labour in consumer
companies’ agricultural supply chains.

• All engagements are carried out by our portfolio managers and our Head of ESG

Research – we do not outsource engagement.
• We don’t rely on third-party scores. Direct and focused engagement helps our team

build a more comprehensive picture of a company’s ESG profile. It also allows us to
identify those behind the curve, by comparing companies’ actions with those of their
competitors. Overleaf is a summary of some of our notable engagements and our
suggestions to companies where we spotted areas of relative weakness.

Inside this Issue:
Wash, Rinse, Refill
• How Japanese consumer companies deal with plastic waste

Looking Under the Hood
• Executive remuneration in the complex insurance industry
Winds of Change
• Oil, renewables and decarbonisation
Compare and Contrast
• How consumer staples companies address child labour in their supply chains

ESG IS FULLY INTEGRATED INTO
ALL OUR TEAM’S STRATEGIES

• Our investment process focuses on
the sustainability and direction of
future returns on operating capital
because we believe that companies
with sustained high long-term returns
should outperform.
• Material ESG risks and opportunities
are more important than ever to
companies’ future returns. ESG is an
integral part of our assessment of
long-term sustainability of returns.
• We have engaged directly with
companies on issues of sustainability
and governance for over 20 years,
rather than outsourcing the process.
OUR ENGAGEMENT RECORD 1,2

1,252

RESOLUTIONS VOTED ON ACROSS
ALL OF OUR STRATEGIES
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MANAGEMENT ENGAGEMENTS
ON ESG ISSUES
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THE NUMBER OF TIMES THAT
WE VOTED AGAINST MANAGEMENT,
INCLUDING 25 TIMES ON
EXECUTIVE COMPENSATION 3
T he International Equity Team defines an engagement as an interaction with senior management
or non-executive board members.
2
Data shown is for the 12 month period to 31 December 2019.
3
Any remuneration-related proposals.
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Wash, Rinse, Refill
(International Equity)

Looking Under the Hood
(Global Quality, Global Sustain, International Equity)

On a recent trip to Japan we engaged with our Japanese consumer
holdings. The main topic of engagement was plastic waste, as we
sought to compare their strategies with those of their European
and North American peers, who have recently stepped up their
efforts in making their packaging more sustainable (see previous
issue of Engage).

We recently discussed proposed management incentive plan
changes with one of our insurance holdings. Accounting practices
in the insurance industry are notoriously complex, therefore extra
diligence is required when discussing remuneration metrics in
order to understand their impact on the management’s behaviour.
Our Pay X-Ray – a proprietary streamlined scoring system that
enables us to flag good and bad practices and rank our holdings’
remuneration plans – is a useful assessment tool. We believe that
using our in-depth industry knowledge in such situations increases
the efficacy of our engagements and helps inform our
voting positions.

Japan is unique in how it manages its waste. Household packaging,
including plastic, is carefully collected and segregated by
consumers and municipalities with very little landfilled or leaked
into the waterways. However, around 80% of the plastic is then
incinerated, mainly in waste-to-energy power plants. While this is
better, in relative terms, than landfilling or marine leakage, as it
replaces the fossil fuels that would have been burnt instead, it still
produces significant CO2 emissions and is not sustainable in the
long term. The true recycling rate is low, similar to other markets.
Disclosures and tracking are important
As far as Japanese consumer companies are concerned, our
conclusion was that while they are increasingly cognisant of the
plastics issue, and some progress has been made, they are still
early on in their journey and lag their European counterparts.
The level of disclosure and targets on reducing plastic waste is
generally lower, although some companies have been working on
addressing this or have promised greater action in the near future.
We encouraged our holdings to disclose more data on their plastic
use and collaborate with recognised global sustainability alliances
such as the Ellen MacArthur Foundation.
Country peer comparison
One area where Japanese companies lead the world is the use of
refillable packaging in household and personal care products. In
some categories, for example liquid laundry detergents, refillables
already account for 80% of the market.
Lower packaging costs are passed on to the consumer, making
them cheaper than non-refillable options, which has buoyed user
take-up. This increases our confidence that similar early pilots by
Western companies that we have been tracking have a reasonable
chance of success.
Direct engagement with our Japanese holdings on broader
environmental and social topics was also useful as it highlighted
that some of the early initiatives these companies are pursuing are
in line with that of their global peers. These include for example,
piloting bio-degradable plastics, or using the latest innovative
third-party supply chain tracking tools to monitor potential
social risks.

In this particular instance, the company tabled a new pay plan
while going through International Financial Reporting Standards
(IFRS) accounting rule changes. The proposed changes could
potentially affect the timing of when profits on long-dated
insurance products are recognised.
The company proposed to use this metric as the main
remuneration target. What concerned us was the fact (missed by
other shareholders, as the company told us subsequently) that the
management would in effect have discretion to retroactively adjust
past profits, as well as influence how future profits are reported,
depending on which accounting approach they choose. This would
have rendered the target meaningless, as it would not have been
linked to the underlying performance of the business. As a result,
we made clear to management that, in this form, we would oppose
the pay plan.
Winds of Change
(International Equity)
We continued to engage with one of our energy holdings on the
subject of decarbonisation. We examined the company’s strategy
in growing its renewable energy business, as well as potential
decarbonisation-related risks in the oil and gas business.
We were encouraged that the company has become more focused
on investing in renewable (wind and solar) electricity projects.
Although its renewable business is currently small in the context
of the group, it now targets an eight-fold increase in installed
generation capacity by 2025, a significant improvement from last
year’s target. If this target is met, it would make this business
comparable in size to leading renewables operators today.
Need to maximise the renewables opportunity
The company expects to generate a higher return on equity on
these projects than before, now estimated to be comparable
to its oil and gas project returns. This represents a change in
attitude from our previous discussions, when the company
quoted the lower return potential of renewables as a hurdle to
investing in them.

The content of this publication has not been approved by the United Nations and does not reflect the views of the United Nations or its officials or Member
States. For additional information, please see the United Nations Sustainable Development Goals web site at https://www.un.org/ sustainabledevelopment/
sustainable-development-goals.
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However, the company still uses the same cost of capital for all
projects. We highlighted to them that wind and solar projects
tend to be less risky than complex oil exploration projects and
should be valued using a lower cost of capital, leading to higher
valuations. Renewable projects often benefit from higher cash
flow visibility thanks to long-term offtake contracts, government
policy support and lower operational risks. As we pointed out
to the company, this is reflected in high valuation multiples for
leading pure-play renewables companies, but is not yet reflected
in the valuation of those oil companies that are investing in
renewables. They do not disclose enough information (and until
recently downplayed the actual amount of capital going into
their renewables projects) for the market to properly reward
their efforts. In our view, this suggests the oil industry’s mind-set
must continue to evolve in order to maximise the opportunity
represented by the growth in renewables.
Addressing the stranded assets issue
We think the company is cognisant of stranded asset risks in its
fossil fuel business. It adds an internal carbon price to oil and
gas project costs when evaluating their viability. It has been
shifting its portfolio away from oil to gas, which has much lower
carbon intensity and therefore faces lower long-term risks. On
its estimates, 90% of the company’s value is in projects with less
than ten years of expected life. This reduces the risk of these
assets becoming stranded in the long run, as the company has the
option of letting these projects run off, at the same time reducing
expenditure on new reserves if oil demand starts to plateau or
decline in the future. Such a shift would free up capital to be
either returned to shareholders or to increase investments in lowcarbon projects.

Compare and Contrast
(Global Franchise/Brands, Global Quality, International Equity)

Child labour in agriculture is a complex issue given the final
users of agricultural inputs, the fast-moving consumer goods
(FMCG) manufacturers, very often do not have visibility into or
direct control of farm-level practices, several layers down the
value chain. This is exacerbated by the lack of appropriate social
infrastructure (e.g. accessible schooling in rural areas) in many
lower-income emerging markets that produce a significant part of
the crops going into everyday products sold by multinationals.
Both companies have long-term remediation programmes to
reduce and eliminate child labour. However, our analysis and
engagement have shown some important differences. One of
the companies we spoke to has been tracking and disclosing
information on child labour and its actions to address the root
causes of the problem for some time now. It has also been working
with a supply chain non-government organisation as well as with
an independent supply chain auditor since 2011 to supplement its
own farm audits in certain countries and provide regular external
assessment of their work.
According to the company, instances of child labour have gone
down over time, and 98% of their audited farms did not employ
child labour.
The other company, while acknowledging the issue, has a lower
level of disclosure and does not yet collaborate with independent
third parties directly. While we do not see this as a material
financial risk for either company at this stage, it may have potential
reputational and litigation consequences over time.
These engagements demonstrated that companies that focus on
this issue should be able to better mitigate their reputational risk,
and that there are leaders and laggards in terms of how companies
manage social risks in their supply chain.
After comparing the progress of each company on this important
topic, we gave constructive feedback to the company we felt
was further behind to help improve its practices. We continue
to monitor this, and will follow up on this topic in our upcoming
interactions with them.

We engaged with two of our consumer staples holdings on
the topic of child labour in their agricultural supply chains. We
examined how the two companies track and address instances of
child labour at independent farms that supply their raw materials.
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Proxy Voting Overview

(12 months to 31 December 2019)

Number of Meetings Voted

82

Total Proposals Voted

1,252

Votes Against Management

6%

The following chart illustrates the percentage of votes for and
against management-sponsored say-on-pay proposals the team
voted on during the period from 2014 – 2019.

Votes on Management Say-on-Pay Proposals 2014–2019
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Source: ISS Proxy Exchange; MSIM
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Pay X-Ray
The International Equity Team has always engaged with companies
on their pay plans – we believe management remuneration is key
to good governance.

50

Individual portfolio managers are responsible for analyzing and
voting on ‘say-on-pay’ resolutions. We never outsource this and
believe that the in-depth company and industry knowledge that
informs our decisions gives us an information advantage.
The Pay X-Ray is our proprietary scoring mechanism, used to
better compare company pay plans, facilitate team discussions
and inform our voting approach. A streamlined scoring system,
it enables us to flag good and bad practices and rank our
holdings’ remuneration plans. Each element of the plan (such as
performance metrics, types of award delivery instruments, length
of the performance measurement period etc) receives a positive or
negative score, rolled up into an overall company score.
Our team voted on 104 say-on-pay management proposals during
the 12 months to 31 December 2019:
• 76% of the votes were cast in favour of the proposal
• 24% of the votes were cast against the proposal (the highest
percentage over the last 6 years)
Reasons the team voted against say-on-pay proposals included:
excessive levels of pay, insufficient weight of performance-based
remuneration, subjective or undisclosed targets for management,
performance incentives that are, in our view, not aligned
with shareholders.

0

Vote For (%)

24%

Vote Against (%)

Source: ISS Proxy Exchange; MSIM

Proxy Voting Policy
MSIM votes proxies in a prudent and diligent manner and in
the best interest of our clients, including beneficiaries of, and
participants in a client’s benefit plan(s) for which the subadvisor
manages assets, consistent with the objective of maximizing longterm investment returns. MSIM has retained research providers
to analyze proxy issues and to make vote recommendations on
those issues. While we are aware of the recommendations of one
or more research providers, we are in no way obligated to follow
such recommendations. The investment teams vote all proxies
based on MSIM’s proxy voting policies in the best interests of
each client.

Notable votes against management in 2019
U.S. multinational software company

We supported a shareholder proposal requesting the company publish a report
on gender pay gap

U.S. electrical component
manufacturer

We supported a shareholder proposal requesting the company publish a report on
the human rights risks in their operations and supply chain, against management
opposition.

U.S. multinational technology
company

We voted in favour of a shareholder proposal that all stock should have one vote
per share, against management recommendations.
We voted against management, backing a shareholder proposal requiring the
company in question to adopt a policy prohibiting unequal employment practices.
We supported a shareholder proposal requesting the company publish a report on
sexual harassment policies, against management opposition.
We voted in favour of a shareholder proposal requesting the company publish a
report on policies and risks related to content governance, despite management
opposition.
We voted in favour of a shareholder proposal that the board should consider
exercising clawback of management bonuses in light of poor performance

European bank
4
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Carbon light portfolios

Tons of Carbon per $M Company Sales

Our global portfolios typically have less than a fifth of average carbon intensity of the benchmark.

250
200
-17%*
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-87% *

Global Sustain

Global Franchise

-87% *

50
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Global Quality

MSCI World Index

International Equity

MSCI EAFE Index

*Percentage shown is lower than the benchmark.
Source: MSCI ESG Research; Morgan Stanley Investment Management. Data as at 31 December 2019. MSCI ESG Research defines a portfolio’s
carbon footprint as the carbon emissions (Scope 1 and 2) of a portfolio per $1 million invested or per $1 million of portfolio companies’ sales. They
sum up all emissions in a portfolio based on the investor’s ownership share, using reported or estimated emissions data.
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Risk Considerations
There is no assurance that a portfolio will achieve its investment objective. Portfolios are subject to market risk, which
is the possibility that the market value of securities owned by the portfolio will decline. Market values can change daily
due to economic and other events (e.g. natural disasters, health crises, terrorism, conflicts and social unrest) that affect
markets, countries, companies or governments. It is difficult to predict the timing, duration, and potential adverse effects
(e.g. portfolio liquidity) of events. Accordingly, you can lose money investing in this strategy. Please be aware that this
strategy may be subject to certain additional risks. Changes in the worldwide economy, consumer spending, competition,
demographics and consumer preferences, government regulation and economic conditions may adversely affect global
franchise companies and may negatively impact the strategy to a greater extent than if the strategy’s assets were invested
in a wider variety of companies. In general, equity securities’ values also fluctuate in response to activities specific to a
company. Investments in foreign markets entail special risks such as currency, political, economic, and market risks. Stocks
of small-capitalization companies carry special risks, such as limited product lines, markets and financial resources, and
greater market volatility than securities of larger, more established companies. The risks of investing in emerging market
countries are greater than risks associated with investments in foreign developed markets. Non-diversified portfolios often
invest in a more limited number of issuers. As such, changes in the financial condition or market value of a single issuer may
cause greater volatility.

Any questions or comments? Please contact:

Vladimir Demine
Vladimir.Demine@morganstanley.com
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DISTRIBUTION: This communication is only intended for and will only be

distributed to persons resident in jurisdictions where such distribution
or availability would not be contrary to local laws or regulations.
Ireland: Morgan Stanley Investment Management (Ireland) Limited.
Registered Office: The Observatory, 7-11 Sir John Rogerson’s, Quay, Dublin
2, Ireland. Registered in Ireland under company number 616662. Regulated
by the Central Bank of Ireland. United Kingdom: Morgan Stanley Investment
Management Limited is authorised and regulated by the Financial Conduct
Authority. Registered in England. Registered No. 1981121. Registered Office:
25 Cabot Square, Canary Wharf, London E14 4QA. Dubai: Morgan Stanley
Investment Management Limited (Representative Office, Unit Precinct 3-7th
Floor-Unit 701 and 702, Level 7, Gate Precinct Building 3, Dubai International
Financial Centre, Dubai, 506501, United Arab Emirates. Telephone: +97
(0)14 709 7158). Germany: Morgan Stanley Investment Management
Limited Niederlassung Deutschland Junghofstrasse 13-15 60311 Frankfurt
Deutschland (Gattung: Zweigniederlassung (FDI) gem. § 53b KWG). Italy:
Morgan Stanley Investment Management Limited, Milan Branch (Sede
Secondaria di Milano) is a branch of Morgan Stanley Investment Management
Limited, a company registered in the UK, authorised and regulated by
the Financial Conduct Authority (FCA), and whose registered office is
at 25 Cabot Square, Canary Wharf, London, E14 4QA. Morgan Stanley
Investment Management Limited Milan Branch (Sede Secondaria di Milano)
with seat in Palazzo Serbelloni Corso Venezia, 16 20121 Milano, Italy, is
registered in Italy with company number and VAT number 08829360968.
The Netherlands: Morgan Stanley Investment Management, Rembrandt
Tower, 11th Floor Amstelplein 1 1096HA, Netherlands. Telephone: 31
2-0462-1300. Morgan Stanley Investment Management is a branch office
of Morgan Stanley Investment Management Limited. Morgan Stanley
Investment Management Limited is authorised and regulated by the Financial
Conduct Authority in the United Kingdom. Switzerland: Morgan Stanley &
Co. International plc, London, Zurich Branch Authorised and regulated by the
Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register
of Commerce Zurich CHE-115.415.770. Registered Office: Beethovenstrasse
33, 8002 Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile
Fax: +41(0) 44 588 1074.
U.S.: A separately managed account may not be suitable for all investors.
Separate accounts managed according to the Strategy include a number
of securities and will not necessarily track the performance of any index.
Please consider the investment objectives, risks and fees of the Strategy
carefully before investing. A minimum asset level is required. For important
information about the investment manager, please refer to Form ADV Part 2.

Please consider the investment objectives, risks, charges
and expenses of the funds carefully before investing. The
prospectuses contain this and other information about
the funds. To obtain a prospectus please download one
at morganstanley.com/im or call 1-800-548-7786. Please
read the prospectus carefully before investing.
Morgan Stanley Distribution, Inc. ser ves as the distributor for
Morgan Stanley funds.
N OT F DI C I N SU RE D |O F F E R N O BA N K GUA R A N T E E | M AY
LOSE VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT
AGENCY | NOT A DEPOSIT

Hong Kong: This document has been issued by Morgan Stanley Asia Limited
for use in Hong Kong and shall only be made available to “professional
investors” as defined under the Securities and Futures Ordinance of Hong
Kong (Cap 571). The contents of this document have not been reviewed
nor approved by any regulatory authority including the Securities and
Futures Commission in Hong Kong. Accordingly, save where an exemption
is available under the relevant law, this document shall not be issued,
circulated, distributed, directed at, or made available to, the public in Hong
Kong. Singapore: This document should not be considered to be the subject
of an invitation for subscription or purchase, whether directly or indirectly,
to the public or any member of the public in Singapore other than (i) to

an institutional investor under section 304 of the Securities and Futures
Act, Chapter 289 of Singapore (“SFA”); (ii) to a “relevant person” (which
includes an accredited investor) pursuant to section 305 of the SFA, and
such distribution is in accordance with the conditions specified in section
305 of the SFA; or (iii) otherwise pursuant to, and in accordance with the
conditions of, any other applicable provision of the SFA. This material has
not been reviewed by the Monetary Authority of Singapore. Australia:
This publication is disseminated in Australia by Morgan Stanley Investment
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182,
which accept responsibility for its contents. This publication, and any access
to it, is intended only for “wholesale clients” within the meaning of the
Australian Corporations Act.
Japan: For professional investors, this document is circulated or distributed for
informational purposes only. For those who are not professional investors, this
document is provided in relation to Morgan Stanley Investment Management
(Japan) Co., Ltd. (“MSIMJ”)’s business with respect to discretionary investment
management agreements (“IMA”) and investment advisory agreements
(“IAA”). This is not for the purpose of a recommendation or solicitation of
transactions or offers any particular financial instruments. Under an IMA,
with respect to management of assets of a client, the client prescribes
basic management policies in advance and commissions MSIMJ to make all
investment decisions based on an analysis of the value, etc. of the securities,
and MSIMJ accepts such commission. The client shall delegate to MSIMJ the
authorities necessary for making investment. MSIMJ exercises the delegated
authorities based on investment decisions of MSIMJ, and the client shall
not make individual instructions. All investment profits and losses belong
to the clients; principal is not guaranteed. Please consider the investment
objectives and nature of risks before investing. As an investment advisory fee
for an IAA or an IMA, the amount of assets subject to the contract multiplied
by a certain rate (the upper limit is 2.20% per annum (including tax)) shall
be incurred in proportion to the contract period. For some strategies, a
contingency fee may be incurred in addition to the fee mentioned above.
Indirect charges also may be incurred, such as brokerage commissions for
incorporated securities. Since these charges and expenses are different
depending on a contract and other factors, MSIMJ cannot present the
rates, upper limits, etc. in advance. All clients should read the Documents
Provided Prior to the Conclusion of a Contract carefully before executing an
agreement. This document is disseminated in Japan by MSIMJ, Registered No.
410 (Director of Kanto Local Finance Bureau (Financial Instruments Firms)),
Membership: the Japan Securities Dealers Association, The Investment
Trusts Association, Japan, the Japan Investment Advisers Association and
the Type II Financial Instruments Firms Association.
IMPORTANT INFORMATION

EMEA: Morgan Stanley Investment Management Limited is authorised
and regulated by the Financial Conduct Authority. Registered in England.
Registered No. 1981121. Registered Office: 25 Cabot Square, Canary Wharf,
London E14 4QA.
There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to invest
for the long-term, especially during periods of downturn in the market. Prior
to investing, investors should carefully review the strategy’s / product’s
relevant offering document. There are important differences in how the
strategy is carried out in each of the investment vehicles.
A separately managed account may not be suitable for all investors.
Separate accounts managed according to the Strategy include a number
of securities and will not necessarily track the performance of any index.
Please consider the investment objectives, risks and fees of the Strategy
carefully before investing.
This material is a general communication, which is not impartial and has
been prepared solely for informational and educational purposes and does
not constitute an offer or a recommendation to buy or sell any particular
security or to adopt any specific investment strategy. The information
herein has not been based on a consideration of any individual investor
circumstances and is not investment advice, nor should it be construed in
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any way as tax, accounting, legal or regulatory advice. To that end, investors
should seek independent legal and financial advice, including advice as to
tax consequences, before making any investment decision.
Except as otherwise indicated herein, the views and opinions expressed
herein are those of the portfolio management team, are based on matters
as they exist as of the date of preparation and not as of any future date,
and will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes
occurring, after the date hereof.
Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of the
authors. These conclusions are speculative in nature, may not come to pass
and are not intended to predict the future performance of any specific
Morgan Stanley Investment Management product.
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MSIM has not authorised financial intermediaries to use and to distribute
this document, unless such use and distribution is made in accordance with
applicable law and regulation. Additionally, financial intermediaries are required
to satisfy themselves that the information in this document is suitable for
any person to whom they provide this document in view of that person’s
circumstances and purpose. MSIM shall not be liable for, and accepts no liability
for, the use or misuse of this document by any such financial intermediary.
The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without MSIM’s
express written consent.
All information contained herein is proprietary and is protected under
copyright law.
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